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In the United States Circuit Court of Appeals

for the Ninth Circuit

No. 9687

Commissioner of Internal Revenue, petitioner

V.

Adolph B. Spreckels, respondent

ON PETITION FOR REVIEW OF DECISION OF THE UNITED STATES
BOARD OF TAX APPEALS

BRIEF FOR THE PETITIONER

OPINION BELOW

The only previous opinion in this case is that of the

United States Board of Tax Appeals (R. 19-28),

which is reported in 41 B. T. A. 1204.

JURISDICTION

This appeal hivolves an asserted deficiency in income

taxes of $4,675.17 for the year 1935. (R. 20.) It is

taken from a decision of the Board of Tax Appeals of

overpayment in the amount of $1,490.10, entered

August 5, 1940. (R. 29.) The case is brought to this

Court by a petition for review filed October 22, 1940

(R. 30-35), pursuant to the provisions of Sections

1141-1142 of tlie Internal Revenue Code.

(1)



QUESTION PRESENTED

Whether the taxpayer, who was engaged m the

business (as a trader, not as a dealer) of buymg and

selling securities for his own account, may deduct as

ordinary and necessary business expenses amounts

paid as brokerage commissions on sales of such se-

curities, or whether such commissions should be ap-

plied to reduce the proceeds from the sales in

determining gain or loss.

STATUTE AND OTHER AUTHORITIES INVOLVED

These are set forth in the Appendix, infra, pp. 13-17.

STATEMENT

During 1935, the taxable year here in question, the

taxpayer maintained an office, with employees keeping

a complete set of books, which were kept and the

income tax returns were made upon the basis of cash

receipts and disbursements. Taxpaj^er was engaged in

the business of purchasing and selling stocks, bonds,

and commodities for profit. He paid to brokers sell-

ing commissions in connection with such sales in 1935

of $2,246.25. Taxpayer did not deduct the selling

commissions in computing income in making his in-

come tax return. Upon taxpayer's books, the selling

commissions were deducted from the selling price,

before net profit or loss was determined. (R. 21.)

Taxpayer reported on his income tax return for

1935 losses on commodity and stock transactions as

$8,009.69, and deducted $2,000, the statutory limit for

such losses. (R. 22.)



Taxpayer's income tax return for 1935, filed April

15, 1936, showed a net taxable income of $141,146.57

and a tax of $48,554.03, which was paid, the last in-

stallment, $12,138.50, being made December 11, 1936.

The deficiency letter was dated April 7, 1938. On

March 9, 1939, taxpayer filed with the Collector of

Internal Revenue at San Francisco, California, a claim

for refund of income tax of $1,323.70 by reason of

his failure to deduct commissions on sales of bonds,

commodities and stocks. (R. 22.) The Board al-

lowed the deduction. (R. 23.)

STATEMENT OF POINTS TO BE URGED

The Board of Tax Appeals erred, inter alia (R.

37-38) :

(1) In holding that commissions of $2,246.25 paid

by taxpayer to brokers in 1935 upon the sale of stocks,

bonds and commodities are allowable deductions as

ordinary and necessary business expenses.

(2) In failing to hold that conmiissions of $2,246.25

paid by taxpayer to brokers in 1935 upon the sale of

stocks, bonds, and commodities are not allowable de-

ductions as ordinary and necessary business expenses

but are an offset against the selling price in computing

gain or loss.

(3) In that its opinion and decision are not sup-

ported by its findings of fact and are contrary to law.

SUMMARY OF ARGUMENT

Prior to the passage of the Revenue Act of 1932,

the Bureau of Internal Revenue had consistently held

that commissions paid on the purchase of securities



were to be treated as a part of their cost and that

commissions paid on their sale were deductible from

the selling price.

In Article 282 of Treasury Regulations 77 (Article

24-2 of Treasury Regulations 86 being the same), the

underscored clause of the pertinent portion of this

regulation was first inserted

:

Commissions paid in selling securities, whe7i

such commissions are not an ordinary and 7iec-

essary business expense, are an offset against

the selling price. * * * [Italics supplied.]

The taxpayer here contends that since he is in the

business of trading in securities for his own account,

commissions paid in selling securities fall within the

literal language of the amendment and are deductible

as a business expense.

That the exception in the amended regulation was

one intended to apply only to dealers in securities is

clear from a General Counsel's memorandum issued

about the time it was made. In using the inventory

method, the dealer necessarily departs from the prin-

ciple of accounting for the profit on each individual

purchase and sale. The Commissioner recognized

these difficulties and decided to permit the dealer in

securities to treat his selling commissions as business

expenses, not because they w^ere technically such l3ut

because of practical considerations. It was for this

reason alone that the amendment in the regulation was

made in 1932. The taxpayer here, being a trader

rather than a dealer, is not accorded this exceptional

treatment.



The Bureau's construction of the amended regula-

tion seems reasonable. Fundamentally, the selling

commissions are such direct components of the capital

transactions as to require their treatment as a capital

expenditure. The fact that the seller so paying them

was engaged in such activities as his business would

not make the expenditures business expenses as con-

templated by the tax statutes. In numerous instances,

expenditures, inherently of a capital nature, such as

fees paid to clear title or commissions paid to secure

a lease, are not allowed to be currently deducted as

business expenses when paid.

It would thwart the obvious legislative purpose in

enacting the statutory limitation to the use of security

losses to allow the taxpayer to treat sales commissions

as ordinary business expenses, since at all times prior

to the enactment of the statutory limitation, such com-

missions had been uniformly treated as offsets against

the sales i^rice of the securities.

ARGUMENT

Selling commissions are an offset against the sale price and

are not deductible as ordinary and necessary business ex-

penses, except in the case of a dealer in securities

Prior to the passage of the Revenue Act of 1932,

the Bureau of Internal Revenue had consistently held

that commissions paid on the purchase of securities

were to be treated as a part of their cost and that

commissions paid on their sale were deductible from

the selling price. See Article 293, Treasury Regula-

tions 62 ; Article 292, Treasury Regulations 65 and 69,

and Article 282, Treasury Regulations 74. These reg-
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Illations have been specifically upheld. See Hutton v.

Commissioner, 39 F. (2d) 459 (C. C. A. 5th).

In Article 282 of Treasury Regulations 77 (Article

24-2 of Treasury Regulations 86 being the same), the

underscored clause of the pertinent portion of this

regulation was first inserted

:

Commissions paid in selling securities, ivlien

such commissions are not an ordinary and nec-

essary business expense, are an offset against

the selling price. ^ * * [Italics supplied.]

Prior to this amendment of the regulation, a trader,

as well as a casual investor in securities, was allow^ed

to utilize selling commissions only as an o:ffset against

the sale price. The taxpayer here contends, however,

that since he is in the business of trading in securities

for his own account, commissions paid in selling secu-

rities fall within the literal language of the amendment

and are deductible as a business expense. The point

first assumed practical importance by reason of Sec-

tion 23 (r) of the 1932 Act, which prohibited traders

in securities from applying losses sustained on the

sale of such assets held for less than two years, except

to the extent that there were gains from similar sales.

That the exception in the amended regulation was

one intended to apply only to dealers in securities is

clear from a General Counsel's memorandum issued

about the time it was made. G. C. M. 15430, XIV-2
Cum. Bull. 59 (1935), Appendix, infra, p. 14. This

ruling explained the scope of the amendment and

stated that it referred only to dealers in securities.

It was there pointed out that since fundamentally com-



missions on both purchases and sales are direct charges

to the profit and loss arising from the particular sales

in comiection with which they are paid, there can be

no justification for a departure from that method of

treatment except in those cases where the detail of

accounting on that basis is so burdensome as to make

its use impracticable; that no such accounting diffi-

culties exist in the case of the occasional seller or the

trader since they are both required to account in their

income tax returns for the profit or loss on each indi-

vidual sale, the riglit to inventory securities being

denied to them; but that in the dealer's accounting

there are difficulties which make it impracticable for

him to match his selling commissions against each in-

dividual sale since he usually buys in large quantities

and sells in relatively small amounts, since his com-

missions are often computed on a volume of sales in-

stead of on individual transactions, and since in using

the inventory method he necessarily departs from the

principle of accounting for the profit on each indi-

vidual purchase and sale. The Commissioner recog-

nized these difficulties and decided to permit the dealer

in securities to treat his selling commissions as busi-

ness expenses, not because they were technically such

but because of practical considerations. It was for

this reason alone that the amendment in the regula-

tion was made in 1932. The taxpayer here, being a

trader rather than a dealer, is not accorded this excep-

tional treatment.

The Bureau's construction of the amended regula-

tion seems reasonable. Fundamentally, the selling
286411—41 2



commissions are such direct components of the capital

transactions as to require their treatment as a capital

expenditure. The fact that the seller so paying them

was engaged in such activities as his business would

not make the expenditures business expenses as con-

templated by the tax statutes. In numerous instances,

expenditures, inherently of a capital nature, such as

fees paid to clear title or commissions paid to secure

a lease, are not allowed to be currently deducted as

business expenses when paid. See Simmons Co. v.

Commissioner, 33 F. (2d) 75 (C. C. A. 1st), certiorari

denied, 280 U. S. 588; Bomvit Teller c& Co. v. Com-

missioner, 53 F. (2d) 381, 384 (C. C. A. 2d), certiorari

denied, 284 U. S. 690; Central Bank Block Ass'n v.

Commissioner, 57 F. (2d) 5 (C. C. A. 5th).

Hence, the regulations of the Treasury Department

have consistently provided that deductions for com-

missions paid in the purchase and sale of securities

by one who is not a dealer are not deductible as busi-

ness expenses, and that commissions paid on purchases

shall constitute a part of the cost of the securities and

commissions paid on sales shall be deducted from the

selling price. This continued administrative construc-

tion has great weight. Brewster v. Gage, 280 U. S.

327 ; Mass. Mutual Life Ins. Co. v. United States, 288

U. S. 269.

Under the rules of the New York Stock Exchange,

the same provisions as to commissions are applicable

to sales and to purchases. In either event, the

amount of the commission is withheld or deducted by

the broker in reporting the net result of the transac-



tion to the customer. There is no rational basis for

a distinction or difference in treatment for income

tax purposes. The charges assessed as commissions

are inherently a part of every sale or purchase trans-

action. The average investor does not contemplate

conmiissions separately as expenses but takes them

for granted in computing the net cost of securities

purchased or the net amount realized from the sale

of securities. Since the law is clear that the commis-

sions paid upon the purchase of securities must be

treated as a part of the cost thereof, it logically fol-

lows that in order correctly to compute the gain or

loss upon the sale of such securities, the commissions

paid upon the sale should be deducted from the sale

price of the securities sold.

In enacting Section 23 (r) of the Revenue Act of

1932, Congress was interested in preventing the reduc-

tion of ordinary income by losses from security trans-

actions such as are here involved. In Neuberger v.

Commissioner, decided November 12, 1940, not yet offi-

cially reported but found in 1^40 C. C. H., Vol. 4,

H 9758, the Supreme Court observed that it was ap-

parent from the committee reports that this was the

only purpose of the statutory limitation. Since the

sales commissions are so inherently a part of the secur-

ity transactions, it would thwart the obvious legisla-

tive purpose to allow the use of such commissions to

offset ordinary income in the manner here asserted.

Furthermore, the amendment to the regulations,

which the taxpayer here relies upon, was not made

until after the enactment of Section 23 (r). Up until
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that time, the regulations had unequivocally required

the sales commission to be used as an offset against the

sales price. When, in the face of this consistent ad-

ministrative practice, Congress placed the limitation

on the use of ultimate losses arising out of such trans-

actions, it would counteract to that extent the effec-

tiveness of the limitation to allow the taxpayer to then

start treating the sales commissions as ordinary busi-

ness expenses, deductible from ordinary income.

In HeJvering v. Union Pacific Co., 293 U. S. 282,

the Supreme Court ruled that commissions exacted by

an agency for selling bonds were properly chargeable

to capital account. The Court pointed out that it is

the practice to take the commissions out of the pro-

ceeds of the securities sold and that in any case they

must be deducted from the selling price to arrive at

the capital realized by the taxpayer from the sale.

The Court thereupon made this pertinent observation,

tacitly approving the regulation here pertinent (p.

286):

In this respect the commissions do not differ

from brokerage commissions paid upon the pur-

chase or sale of property. The regulations have

consistently treated such commissions, not as

items of current expense, but as additions to

the cost of the property or deductions from the

proceeds of sale, in arriving at net capital profit

or loss for purposes of computing the tax.

The effect of the amended regulation was first dealt

with in Winmill v. Commissioner, 93 F. (2d) 494

(C. C. A. 2d), wherein the Circuit Court allowed both

purchase and sale commissions to be deducted as busi-
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ness expenses by a trader in securities. Certiorari was

sought and granted on the question of deductibility of

purchase commissions. There was no conflict on the

question of the sale commissions, and no certiorari was

sought. In Helvering v. Winmill, 305 U. S. 79, the

Supreme Court not only reversed the Circuit Court on

the issue directly involved, deductibility of purchase

commissions, but the reasoning of the Court would seem

to indicate that the same ruling would have been made

as to sale commissions if that point had been presented.

The Supreme Court pointed out that even though the

taxpayer was engaged in the business of buying and

selling securities, the commissions were not deductible

as business expenses if they were properly to be con-

sidered a part of the cost of the securities purchased.

In other words, the test used was whether the commis-

sions were properly chargeable to capital account. The

Court said (p. 83) :

There has been tacit, if not express, judicial

approval for the administrative treatment of

commissions as an element of the cost of
securities.

The Supreme Court then quoted approvingly from its

prior decision in Helvering v. Union Pacific Co., supra,

the excerpt hereinabove quoted to the effect that com-

missions paid upon the purchase or sale of property

have been properly treated as capital items rather than

current expense.

The only other adjudication on this point is the sub-

sequent decision in Neuberger v. Commissioner, 104 F.

(2d) 649 (C. C. A. 2d), reversed on another issue, —
U. S. — , in which the Circuit Court in a per curiam
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opinion merely adhered to the portion of its decision

in the Winmill case which was not specifically reversed

by the Supreme Court. The Government did not seek

certiorari, in view of the absence of a direct conflict and

the relatively small amount involved. However, on the

taxpayer's request, the Supreme Court granted cer-

tiorari in that case, limited to issues other than that

relating to the deductibility of selling commissions as

ordinary and necessary business expenses.

It is to be noted that among the items included in de-

ductible business expenses, under Article 23 (a)-l,

infra, are ''commissions." But, as pointed out by the

Supreme Court in the Winmill case, supra, the special

treatment of commissions paid in purchasing and sell-

ing securities under Article 24-2 discloses the clear in-

tent to withdraw that special type of commission from

the general classification under Article 23 (a)-l.

The decision of the Board of Tax Appeals in the in-

stant case is contrary to administrative practice of long

standing. Moreover, it is contraiy to general business

conception.

CONCLUSION

The decision of the Board of Tax Appeals is errone-

ous and should be reversed.

Respectfully submitted.

Samuel O. Claek, Jr.,

Assistant Attorney General.

Sewall Key,

Joseph M. Jones,

Special Assistants to the Attorney General.

Januaey, 1941.



APPENDIX

Eevenue Act of 1934, c. 277, 48 Stat. 680

:

Sec. 23. Deductions from gross income.
In computing net income there shall be allowed

as deductions :

(a) Expenses.—All the ordinary and necessary
expenses paid or incurred during the taxable year
in carrying on any trade or business, including a
reasonable allowance for salaries or other com-
pensation for personal services actually ren-

dered; * * *. (U. S. C, Title 26, Sec. 23.)

Treasury Regulations 86, promulgated under the

Revenue Act of 1934

:

Art. 23 (a)-l. Business expenses.—Business
expenses deductible from gross income include

the ordinary and necessary expenditures directly

connected with or pertaining to the taxpayer's
trade or business, except the classes of items
which are deductible under the provisions of ar-

ticles 23 (b)-l to 23 (q)-l. Double deductions
are not permitted. Amounts deducted under one
provision of the Act can not again be deducted
under any other provision of the Act. The cost

of goods purchased for resale, with proper ad-
justment for opening and closing inventories, is

deducted from gross sales in computing gross in-

come. (See article 22 (a) -5.) Among the items
included in business expenses are management ex-

penses, commissions, labor, supplies, incidental

repairs, operating expenses of automobiles used
in the trade or business, traveling expenses while
away from home solely in the pursuit of a trade
or business (see article 23 (a)-2), advertising
and other selling expenses, ^ * *.

Art. 21r-2. Capital expenditures.—* * *

Commissions paid in purchasing securities are
a part of the cost price of such securities. Com-

(13)
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missions paid in selling securities, when such

commissions are not an ordinary and necessary

business expense, are an offset against the sell-

ing price. * * *

G. C. M. 15430, XIV-2 Cum. Bull. 59 (1935):

REVENUE ACT OF 19 34

"Buying commissions are a part of the cost

of securities and are not deductible as ordinary
and necessary business expenses. Selling com-
missions are an offset against the sale price and
are not deductible as ordinary and necessary
business expenses, except in the case of a dealer

in securities."

An opinion is requested whether commissions
paid in connection with sales of securities are

deductible as ordinary and necessary business

expenses under section 23 (a) of the Revenue
Act of 1934, or whether they should be used as

an offset against the selling price of the securi-

ties in computing gain or loss.

The question as to the deductibility of such
commissions involves three classes of taxpay-
ers— (1) a dealer in securities, (2) a trader in

securities, and (3) a taxpayer who purchases
and sells securities occasionally but not in such
quantities or under such circumstances as to

constitute him either a dealer or a trader. (Cf.

G. C. M. 9656, C. B. X-2, 127, G. C. M. 9958,

C. B. X-2, 158, and article 22 (c)-5 of Regu-
lations 86 for the distinction betw^een a dealer

and a trader.)

Fundamentally, commissions paid in connec-
tion with both purchases and sales of securities,

being direct expenses of acquiring and disposing

of the property, are direct charges against the

profit, or increase the loss, arising from the

transaction. The expenses incurred in consum-
mating the purchase and sale necessarily affect

the amount of the profit or loss. The position

of the Treasury Department, which has been in

effect for many years, is exj)ressed by para-
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graph 108 of Regulations 33, revised, constru-

ing the Revenue Act of 1916, which provides
that:

^^Expense—Commissions paid.—Commissions
paid in purchasing and selling securities are a

part of the cost or selling price of the securities

and not otherwise deductible. They do not con-

stitute expense deductions in a return of in-

come. '

'

Article 293 of Regulations 45 reads in part

as follows:
"* * * Commissions paid in purchasing

securities are a part of the cost price of such
securities. Commissions paid in selling se-

curities are an offset against the selling

price. * * *"
The same language appears in article 293 of

Regulations 62, article 292 of Regulations 65,

article 292 of Regulations 69, and article 282 of
Regulations 74. Article 282 of Regulations 77
and article 24-2 of Regulations 86 read in part
as follows:

ii^ * * Commissions paid in purchasing
securities are a part of the cost price of such
securities. Conmiissions paid in selling secu-
rities, when such commissions are not an ordi-

nary and necessary business expense, are an off-

set against the selling price. * * *" [Italics

supplied.]

The language of all the Revenue Acts from
the Revenue Act of 1913 to and including the
Revenue Act of 1934 is substantially identical

in so far as the provisions affecting the present
issue are concerned. It is well settled that
where a statute has been construed for a long
period of time as having a certain meaning, a
reenactment of that statute without change in-

dicates legislative sanction of the construction
previously given it. * * ******

Since, fundamentally, commissions on both
purchases and sales are direct charges to the
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profit or loss arising from the particular sales

in connection with wliich they are paid, there

can be no justification for a departure from that

method of treatment except in those cases where
the detail of accounting on that basis is so bur-

densome as to make its use impracticable. No
such accounting difficulties exist in the case of

any of the three classes of taxpayers enumerated
above except the dealer. Both the occasional

seller and the trader are required to account in

their income tax returns for the profit or loss

on each individual sale. The right to inventory
securities is denied to the trader and to the oc-

casional seller. (See article 22 (c)-5, Regula-
tions 86.) In so accounting, no difficulty what-
ever is experienced in adding the purchase com-
mission to the cost of the security and deducting
the sale commission from the selling price

thereof. In the case of the dealer, no account-

ing difficulty is experienced in adding the pur-

chase commission to the cost and he is required

to do so in all cases instead of treating such
commissions as current expenses even where he
is permitted to inventory his securities. How-
ever, in the dealer's accounting there are diffi-

culties whicli make it impracticable for him to

match his selling commissions against each indi-

vidual sale. The dealer usually buys in large

quantities, his sales are numerous and in rela-

tively small amounts, his commissions are often

computed and paid on a volume of sales instead

of on individual transactions, and where he uses

inventories he necessarily departs widely from
the principle of accounting for the profit on
each individual purchase and sale. The Com-
missioner has recognized these difficulties and in

actual practice has permitted the dealer in se-

curities to treat his selling commissions as "or-

dinary and necessary business expenses," not

because they are technically such but because of

practical considerations. However, no formal
recognition was given this practice until the
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promulgation of Regulations 77, when, in article

282, there was inserted the qualifying phrase

"when such commissions are not an ordinary

and necessary business expense.
'

' This language

should not be construed as holding that selling

commissions are to a trader ''ordinary and nec-

essary expenses * * * in carrying on any
trade or business" within the meaning of section

23 (a) of the Revenue Act of 1934 and corre-

sponding provisions of prior Revenue Acts.

In reaching this conclusion there has not been
overlooked that part of article 23 (a)-l of

Regulations 86, which provides that

—

"Business expenses deductible from gross in-

come include the ordinary and necessary ex-

penditures directly connected with or pertaining

to the taxpayer's trade or business, except the

classes of items which are deductible under the

provisions of articles 23 (b)-l to 23 (q)-l
* * * Among the items included in business

expenses are management expenses, commis-
sions, * * *—

"

or similar articles of earlier regulations. Com-
missions are paid for many other services be-

side negotiating purchases and sales of securi-

ties. Furthermore, these regulations recognize
that the rule stated therein is subject to excep-
tion in the class of cases dealt with in this

memorandum. Article 23 (a)-l concludes with
this sentence : "As to items not deductible under
any provision of section 23, see section 24."

The earlier regulations contain similar excep-
tions.

It is concluded, therefore, that buying com-
missions are a part of the cost of securities and
are not deductible as ordinary and necessary
business expenses. Selling commissions are an
offset against the sale price and are not deducti-
ble as ordinary and necessary business expenses,
except in the case of a dealer in securities.
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